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Step 2: Value-Based Financial   Management 

Value-Based Financial Management is for organizations wanting to improve their current Financial Management practices.

Value-Based Financial Management will introduce new concepts into your organization, such as attribute decision analysis and option pricing for better capital budgeting decisions. 

Value-Based Financial Management is the second step towards Creating Value through Excellence in Financial Management. 

My goal is to improve your current financial management practices by asking several critical questions. These questions include:

1. Are you using good economics for evaluating projects?

You need to use a good set of economic criteria for evaluating long-term assets and projects. Examples include Net Present Value, Modified Internal Rate of Return, and Discounted Payback Period. Poor assumptions, such as the use of expected values, can distort your economic criteria.

2. Are you going beyond Discounted Cash Flows when levels of                             uncertainty are high?

If you are facing high levels of uncertainty when making investment decisions, than you need to use  the Modified Attribute Decision Model and/or Contingent Claims Analysis. These models are pre-requisites to Discounted Cash Flows when you have serious doubts about your decisions. 

3. Are you measuring your cost of capital based on current market conditions with adjustments for risk?

You need to have a realistic estimate of your cost of capital since this serves as your benchmark for project evaluations. If you have a simple, historically based approach for determining cost of capital, than your financial decisions could be very misleading. You need to have a realistic benchmark! 

4. Should you include economic value added as an additional  measurement within your organization?

One of the hottest types of financial measurements is Economic Value-Added (EVA). Is EVA right for your organization? Highly leveraged companies with complicated product lines may not benefit from EVA! However, EVA can be extremely useful for quickly showing you the extent of value creation or value destruction within your organization. 

And the list of critical questions goes on depending upon your current financial management practices. My goal is to get you to a higher level — Value-Based Financial Management. Value-Based Financial Management makes sure that your organization has procedures that increase free cash flows while investing cash back into projects that are higher than your true cost of capital. This is the basis for creating value within your organization! 
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